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With the further ongoing revolution of RMB exchange rate regime, RMB 
exchange rate formation mechanism is more and more market-oriented, thus it’s 
essential to advance more realistic exchange rate theory to provide theoretical basis 
and practical guidance for the further reform and improvement of RMB exchange 
rate formation mechanism.The distinguishing feature of this paper is the introduction 
of behavioral finance into the study on exchange rate formation,central bank 
intervention and the optimal exchange rate band. The work conducted by this paper 
could be summarized as followed:  
  Firstly, from the perspective of behavioral finance and based on the assumption 
of the micro-individual’s irrational behavior in RMB foreign exchange market 
including expectation heterogeneity, imperfect cognitive ability and “trial and error” 
action, this paper constructs a determination model of RMB exchange rate in the 
framework of behavioral finance in which the determination factors include central 
bank intervention and macroeconomic fundamentals as well, and then advances the 
corresponding test method by which this paper empirically studies the trader 
heterogeneity characteristic in RMB foreign exchange market after the reform started 
in 2005,such as the heterogeneous traders’ changing ratio, risk aversion coefficient as 
well as different expectation rules, making known micro-individual’s behavior in 
RMB foreign exchange market at the first time. 
Secondly, also from the perspective of behavioral finance, this paper advances 
that there’s another central bank intervention channel, namely trader heterogeneity 
channel, besides signal channel, asset portfolio channel and micro-market structure 
channel and then builds up an empirical framework to show the link among trader 
heterogeneity, central bank intervention and RMB exchange rate’s change. At last, 
this paper applies the Markov regime switching method to empirically study the 
influence of the central bank intervention in RMB foreign exchange rate market on 













rate’s change, which shows that RMB exchange rate’s volatility increase after the 
reform is caused by market action rather than central policy adjustment, thus we 
could conclude that the market factor in the RMB exchange rate’s formation is more 
and more important. 
 Thirdly, this paper modifies the traditional macroeconomic model by introducing 
the assumption of trader heterogeneity into the study on RMB exchange rate’s 
optimal band. Exactly speaking, this paper at first pays close attention on the link 
among exchange rate band, exchange rate misalignment and macroeconomic 
misalignment to conduct a theoretical study on the optimal exchange rate band in the 
intermediate exchange rate regime from the perspective of macroeconomic stability 
standard, in which this paper discovers the so-called exchange rate band’s 
“intermediate trap” and advances the corresponding test thought and method. 
Besides that, the connection between exchange rate band and monetary policy 
independence is also studied based on the assumption of trader heterogeneity in 
order to search the resolution of “impossible trinity” and explain the phenomenon 
that “impossible trinity” cannot be strongly proved by the empirical evidence from 
the perspective of micro trader behavior. It’s found that for some area the connection 
between exchange rate band and monetary policy independence could be described 
as a curve alike a stretched and inverted “N” if trader heterogeneous behavior is 
neglected, however is uncertain if trader heterogeneous behavior is took into account, 
which means that it could be ascribed to trader heterogeneous behavior that there’s 
no systematic connection between exchange rate band and monetary policy 
independence, showed by the empirical studies conducted by some researchers. But 
despite whether considering trader heterogeneous behavior or not, there’s negative 
relation between exchange rate band and monetary policy independence for some 
area,which also is out of aforementioned “intermediate trap” and thus could be seen 
as the optimal exchange rate band, meaning that “impossible trinity” could be 
solvable. 
  Forth, This paper empirically tests whether the current RMB exchange rate is 













macroeconomic stability standard or monetary policy independence standard, so we 
proposes that to enlarge RMB exchange rate band should be the further direction of 
revolution of RMB exchange rate regime. 
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